STAFF SUMMARY OF GAO MUTUAL FUND FEE FINDINGS

Some of the studies, reviewed by GAO, that had looked at the overall trend in mutual
fund fees since 1990 found that operating expense ratios and other charges were declining.
Among these were a series of studies conducted by ICI. In contrast, other studies and analyses
found that fees had been rising. The conclusions reached by studies in both groups have been
criticized because of the methodologies used. Therefore, GAO conducted its own analysis using
data collected on the 46 largest stock and 31 largest bond funds in existence from 1990 to 1998.

Academic studies and other research find that, as mutual fund fees grow, mutual fund
advisers experience operational efficiencies or economies of scale that would allow them to
reduce their funds’ expense ratios. However, GAO was unable to determine the extent to which
mutual fund advisers experienced such economics of scale because comprehensive data on total
costs incurred by mutual fund advisers are not publicly available. Currently, mutual funds
disclose to regulators and to their investors only those operating costs that have been deducted
from the assets of the fund, but not the costs that the advisers incur to operate these funds.
Industry officials told GAO that fund advisors’ costs have been increasing, although that
assertion is impossible to verify (pp. 9-10, Chapter 2 at pp. 33-45).

As shown in Table 2 on page 10, the revenues stock funds produced for their advisers and
other providers increased over 800 percent from 1990 to 1998. Fee revenues for the largest funds
similarly increased. Using data on 77 of the largest stock and bond funds, GAO found that the
advisers and service providers operating these funds collected $7.4 billion in fee revenues in
1998. This was over $6 billion, or almost 560 percent, more than they collected in 1990.

Against this backdrop, GAO’s principal findings are:

1. The average size of the 46 largest stock funds increased by about 1,100 percent from
1990 to 1998; the average size of all other stock funds increased by about 300 percent.
Combined, the average size of the largest stock and bond funds grew by about 600 percent during
this period as compared to the approximately 200-percent increase in the size of all other stock
and bond funds (Table 3.1 at p. 48).

2. The average expense ratio per $100 of assets for largest stock funds declined from 89
cents in 1990 to 71 cents in 1998, which was a decline of 20 percent. The expense ratio for the
largest bond funds was 66 cents in 1990 and 64 cents in 1998, a decline of three percent (Figure
3.1 atp. 49).

3. The decline in the fees charged by the 77 largest stock and bond funds did not occur
consistently over the period from 1990 to 1998 (p. 49). The fees paid by the average dollar
invested in the largest stock funds rose in the first years of this period from 74 cents in 1990 to a
high of 81 cents in 1994 before declining in the last several years to 65 cents in 1998. The fees
paid by the average dollar invested in the largest bond funds remained relatively constant in the
60 to 63 cent range but also declined in the most recent years to 58 cents in 1998 (Table 3.2 at p.

-1-



50). The average expense ratio declined by 12 percent for the largest stock funds and by 6
percent for the largest bond funds, although this decline did not occur steadily over this period (p.
11 and Table 3).

4. GAO’s analysis and those by others indicated that the advisers for most large funds
had reduced their funds’ expense ratios. Of the 77 large funds for which GAO collected data, 54
funds, or 70 percent, had lower operating expense ratios in 1998 than they had in 1990. The
largest bond funds were less likely to be charging lower fees than were stock funds; 48 percent of
the bond funds had lower expense ratios compared to 85 percent of the stock funds (Table 3.3 at
p. 50).

5. Overall, 23 of the 77 funds reported higher expense ratios in 1998 than in 1990. Table
4 at page 12 shows the changes in expense ratios for the 51 funds among the 77 largest funds that
experienced asset growth of at least 500 percent from 1990 to 1998. Of these funds, 38 (74
percent) had reduced their expense ratios by at least 10 percent during this 9-year period. Of the
remaining 13 funds, 7 (14 percent) reduced their expense ratios by less than 10 percent, and 6 (12
percent) had either not changed their fees or had increased them (pp. 11-12 and Table 4).

6. As shown in Table 3.4, the more the assets of the 46 largest stock funds had increased
since 1990, the more likely they were to have lower operating expense ratios in 1998. However,
not all funds had lower expense ratios, even when they experienced significant asset growth. As
can be determined from Table 3.4, the assets of 40 of the large stock funds grew 500 percent or
more from 1990 to 1998. Of these 40 funds, 10 funds, or 25 percent, had not reduced their
operating expense ratios by at least 10 percent in the 9 years since 1990; and 2 of the funds were
charging higher ratios in 1998 than they had in 1990 (p. 51 and Table 3.4 at p. 52).

7. Although bond funds generally experienced less growth than stock funds, a similar
relationship between asset growth and operating expense reductions also was found to have
existed for the largest bond funds analyzed by GAQO. As can be seen from Table 3.5, the assets
of 11 of the large bond funds grew 500 percent or more from 1990 to 1998. Of these 11 funds, 3
funds, or 27 percent, had not reduced their expense ratios by at least 10 percent in the 9 years
since 1990 (Table 3.5 at p. 52).

8. Funds with higher operating expense ratios made greater reductions than funds with
lower ratios. As shown in Figure 3.2, the average ratio for the 29 high-fee funds declined from
$1.22 to 92 cents; the average ratio charged by 48 low-fee funds remained relatively flat at about
54 cents (p. 53 and Figure 3.2 at p. 54).

9. SEC officials that reviewed GAQO’s analysis noted that reviewing data for only the
largest funds would bias the results towards those funds most likely to have reduced their
expense ratios. As aresult, a review of funds outside the largest funds could find that a much
smaller percentage of funds had reduced their expense ratios to any significant degree (p. 51).
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